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UNE-P Economics: Revenue lmpacl - Verizon
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Plus: Plus: Plus. Plus. Total Less: = Tolat
Basic Local Service SLc Vertical serv.  Accessintral ATA toll USF Retail Revenue UNE-P Revenue Lost
\74 Connecheul 1343 569 900 500 062 3374 2081 12.93
oe 1278 a7 900 500 057 3122 1587 15 35
Delaware 129 600 9.00 5.00 0.57 31.86 16.03 1583
Maryland 16.81 569 9.00 5.00 057 37,07 18,82 18 25
New Jersey 747 600 900 500 057 28.04 1261t 1543
Wesl Virgima 900 600 9.00 500 057 8357 650 207
Pennsylvania 1161 600 9.00 500 057 J2.18 15.11 1767
Virgin@a 1764 6.00 9.00 500 057 32 17.07 16 14
Maine 16 35 600 9.00 5.00 057 39?7 15 34 2157
Massachusetts 16 835 600 900 500 057 a7 1500 71
New Hampslwg 1328 600 900 500 057 34.43 7554 # 89
New York 1105 600 900 500 057 3162 1233 1978
Rhexde Island 1478 600 900 500 ns7 3535 27 46 V8%
Vermont 1720 6.00 900 500 nsz i 13.85 \ 2392
AvesagefTolal 1247 595 93.00 5.00 0.57 3259 15.10 L 1789
Loop Local Switching andem switching * Shared transport
Urban Suburban Rural per port per MOU per MOU per MOU Avg. UNEP
Connacticul 845 1203 1969 3N noo72 0.0020 na 2081
nc 1At 1M 10 81 1 5% 00030 090010 00015 1587
Delaware 1007 1313 1667 22 D0nzs 0.0007 nonot 1603
Maryland 7n 1285 2596 1.90 00038 0.0607 00004 18 82
Hew Jersey 817 959 1092 673 00026 0.0013 00025 1761
Wesl Virgima [LRES 2204 4144 160 00072 0.0002 00067 7650
Pennsylvana L5} [RN¢H] 1400 267 00047 0.0008 0.0001 1511
Virgia 1074 16.45 29.40 130 0.0031 00006 000 1707
Mane 11 44 1347 1875 094 00017 0.0022 G 0009 153
Massachussetts 754 411 2004 200 00033 ooar? 00022 1509
New Hampshrre 1401 1987 2409 3 40079 00016 00050 7554
New York 770 1434 1551 257 0001 na na 170
Rhode Island 119 15 44 1913 186 omaz 0.0012 00022 2145
Vernont 777 835 2163 103 0 0040 £4.0009 00006 13185
Average 9.34 12.33 18.16 1.98 0.0026 0.0007 0.0008 1510
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UNI-P [iconomics: Caleulating the Impacl

2) Estimated Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins

— Assumes residential wireline margins are equivalent to total wireline margins

3) Calculated Wholesale EBITDA Contribution

— a) stimated average wholesale COGS and SG&A per line
Assume 5% avoided cost in COGS; 20% avoided cost in SG&A

b) Compared this cost structure to revenue from wholesale UNE-P rates

COGS 5,G8A EBITDA % of COGS % of 5,G&A Calculated
(% of sales) (% of sales) margins  avoided avoided EBITDA margins
SBC 35% 25% 40% 5% 20% -24%
VZ 3% 24% 45% 5% 20% -4%
BLS 27% 23% 50% 5% 20% 13%

&% UBS Warbure
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UNLE-P Ficonomics: Calculating the Impact

¢ EBITDA Per Line
— SBC - UNE-P Average ($3.51) vs. Retail Average $13.53
— BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12
— Verizon - UNE-P Average ($0.68) vs. Retail Average $14.59
— Qwest - UNE-P Average $1.03 vs. Retail Average $14.69

EBITDA per UNE-P line is negatve.

18 states generale neg EBITDA per UNE-P line
8 are in SBC region. 6 inVZ, 310 Q, 1 in BLS

ARCAE WA G VE N VN O TN RY MY N ME RS WD NT P AN MO DT T M VO GA TN 0K IN T WY SN O NED TR RN N D N, S AL WY N A NS KL A

Source: UBS Warburg LLC and company reports

1IN . - John Hodulik, CFA
‘%{F’ UBS Warburg (212) 713-4226, john.hodulik@ubsw.com
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Retail Profitability Wholesale Profitability
Gross COGS Gross S,GBA exp. EBITDA | EBITDA Lost/ FCF FCF Lost/
COGS Profit 5,G8A exp. EBITDA 5% oftel COGS  Proft 80% of ret S.G&A  EBITDA lost | Revenue Lost lost | Revenue Lost
Minois 1085 2014 775 1240 1030 139 520 758 1998 B89 0% 1339 60%
Indiana a0 079 800 12 80 1064 644 640 no4 1276 B3 "% R 5% 56%s
Michigan M1 2620 1008 1612 1340 I 067 806 813 24 85 88 1% 1665 59%
Ohio 1176 2184 840 1344 1117 324 672 148 16492 86 2%, 13 58%
Wisconsin 1364 2534 975 1559 1296 672 780 108 1667 853% 1"y 5%
Cahlornia 1028 1909 ) 1175 977 19 587 3% 1571 86 6% LY 8%
Connecticin 11728 2095 B 06 1289 1072 1009 645 364 925 76 8% 620 1%
Nevada 1050 1951 750 1200 398 1139 500 519 582 772 1% 457 9%
Arkansas 1790 s 1279 20 46 7m {44 1023 1067 3113 B8 8% 2086 59%
Kansas 1178 ak:y 841 13 46 1119 570 6573 153 1499 A4 5%, 10304 57%
Missoun 12 64 2347 503 14 44 1200 736 722 HRL 14 30 B3I 1% 958 H6%
Qklahoma 1102 20 &6 7387 1259 10 47 7498 630 168 1091 A0 7% N 54%
Texas 1370 2545 979 1566 1307 489 783 294 1860 85 6% 1?7 48 5%
AverageiTotal 11.83 .98 845 13.53 11.24 125 6.76 -3 17.04 B5.7% 1.4 58%
Avg. Ameritech 12.16 22.58 859 13.9¢ 11.55 185 6.95 -5.10 18.99 8r.4% 12.73 59%

2 UBS Warbure
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UNE-P Economics: Profitability mpact - BellSouth
Retail Profitability Wholesale Profitability
Gross COGS Gross 5,G&A exp. EBITDA | EBITDA Lost/ FCF FCF Lost/
COGS Profit S, G&A exp. EBITDA 95% of ret OGS Profit  B0%ofret 5.G&A EBITDA lost | Revenue Lost fost | Revenue Lost

Alabama 1048 28 32 692 19 40 995 12 86 714 573 1167 B3 0% 904 55%
Florida fﬁ‘\ 24 46 771 1675 L] 310 516 193 14 82 B5 A% 979 8%
Georgia 079 2916 919 19 96 1025 B5Y 735 120 1878 BR 8% 1241 5/ %
Kentucky 1104 29 86 g4 2045 1049 463 153 289 2334 889% 1543 5%
Lowtsiana 949 2565 808 1757 91 14 06 647 760 997 9 4%, h 59 5%
MissISsipp 1121 3030 955 2076 10 65 1112 764 348 17271 B5 4% 1144 56%
North Carolina 964 2705 an 17 85 915 954 657 297 487 85 1% 383 56%
South Carolina 1013 2040 863 1877 963 980 6§91 289 1587 B5 4% 1049 6%
Tennessee 936 529 1497 73 B89 829 £ 38 19 15414 858% 1018 5¢%
Average/Total 978 26 45 8.33 1812 929 913 66T 247 1565 85.3% 10.34 5%

a6 UBS Warburg
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Retail Profitability Wholesale Profitability
Gross COGS Gross S,GAA exp. EBITDA | EBITDA Lost/ FCF FCF Lost/
C0GS Profit $,GRA exp. EBHDA 5% ofrel COGS  Profit  80% ofrel. 5,G&A EBITDA lost | Revenue Lost lost | Revenue | pst

Connecticut 127 2285 7o 1490 975 1105 636 469 10N 784% 675 52%
DC 950 2115 736 1379 903 684 588 096 1784 B3I 6% 848 55%
Detaware i 2159 791 14 08 921 681 60 080 1328 B3 0% R77 55%
Matyland 11z 2519 B 76 1643 1075 807 7o 106 1537 84 2% 1015 56"%
New Jersay B 52 16 45 659 1236 804 452 597 075 13N BS 0% 67 56%
Wesl Virgina 1519 3is 1176 2205 1443 1207 941 766 1919 B40% 1281 56%
Pennsylvania 980 218 759 14 22 911 581 b7 072 1449 84 9% 8457 H6%
Virginia 1017 2752 783 14 69 961 745 627 119 1350 83 6% a9 55%
Maine 1127 2508 B2 16 36 1070 464 698 234 1865 B 1% 1235 517
Massachuselts 1147 72543 8 84 1% 58 13 85 424 708 284 1942 87 0% 1283 57%
New Hampshie 1050 2136 Rk 1523 997 15567 650 907 61/ 69 4% 408 46%
New Y ork “R? 2147 745 131497 914 319 9% 217 1674 BE B% 1106 57%
Rhode I1sland ) 78 2460 R 35 1565 10 24 17 22 668 1054 LA 64 8% 138 43%
Vermon| 1153 el Ayl 1674 10 96 289 714 475 2099 A7 7% 1187 58%
Average(T otal 10058 rEy 778 14.59 9.55 3.55 6.22 -0.68 15.26 85.3% 10.09 56%

S UBS Warhure
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Retail Profitability Whalesale Profitability
Gross COGS Gross 5,GAA exp. EBITDA | EBITOA Lost! FCF FCF Lost/

COGS Profil S.GRA axp. EBITDA 95% ol rel COGS  Profit  RQ% ofrel SG&A  EBITOA lost | Revenue Lost lost § Rewenue Lost
Anizona 1726 2092 805 1287 1070 17 40 644 1097 1 41 1% 105 3%
Colorado na 2705 Bag 1357 1128 160 678 519 1875 86 8% nn 48%
igaho 172 2176 837 1339 1113 "y 670 462 877 75 % 483 4%
lowa 1029 a1 735 176 978 73 h A3 150 10 76 B ™ 5h4 LLE
Minnesota 1179 2096 806 1290 10 /2 272 h 45 1713 1663 859% 914 47%
Montana 1751 237 893 1479 1188 15 46 715 812 597 66 8% i W
Nebraska 1308 2430 915 1495 1243 1276 748 529 967 158% 537 47%
tNew Moxico 1038 19728 742 1186 a8 1188 593 595 591 69 8% 3125 8%
North Dakola 12 A4 2389 917 1468 1220 16 70 734 336 1N 78 8% 522 43%
Oregon 1148 PANYS §20 1312 10N 975 656 319 993 78 2% 546 43%
South Dakola 17 48 FARY 5N 14 26 1185 1169 713 458 970 7H 6% 533 2%
Utah 1051 1352 79 1201 998 946 &1 J4n 856 76 8% 471 42%
Washington 100 042 786 1257 1045 028 628 601 1857 87 4% 1827 48%
Wynrming 1474 2737 1053 1684 1400 14726 842 584 1100 76 4% 605 42%
Average/total 11.38 2113 813 13.00 10.81 7.53 6.50 1.03 11.98 B1.3% 6.59 45%

a6 UDBS Warbure
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UNE-P Economies: Calculating the Impacl

¢ 4) Estimated Future Line Loss in Each State

— SBC: Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q
- We believe roughly half of these were in June alone
- AT&T entered IL and OH in mid-June, CA in early August
- We expect line loss of Tm in Q3 and 1.2m in Q4

_ BellSouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q
- Losing 100-120/ quarter to reseller in Florida
- AT&T in Georgia and is likely to enter Florida as well
- We expect line loss of 300K in Q3 and 400K in Q4

— Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q
- AT&T increasing marketing expenditures in New York
- Announced entry into New Jersey in September
- Expect to enter Pennsylvania in 4Q

- We expect line loss of 230K in Q3 and 500K in Q4

o UBS Warburg
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UNE-P IEconomics: UNE-P Line Projections
To01 2001 3001  4Q01  1Q07 2002 3Q0Ze 4G0Ze 2000 2601 2007 2003 Z00d4e  2005e
Total Swilched Access Lines
SBC 1254 60578 A0730 59532 55036 58255 57326 56345 R1270 59532 56345 54340 51676 51271
vz 62903 624R5 K1967 B1551 61227 60373 58027 57276 £2902 A1551 572768 55131 54129 51972
BLS 25898 25666 25575 25422 25425 25138 4837 24612 25508 25422 2812 24080 23920 23776
Q 17929 17808 17687 17454 17.250 16955 16730 16531 18080 17454 16531 15686 15072 14611
Total 167,984 166,517 165459 163959 162,938 160721 156920 154,764 168,969 163,959 154764 149,246 146,797 145630
% growth
SBC 02% 4 1% 17% 2 8% -J6% 38% 4 8% -5 4% G 9% -2 8% 5 4% -35% 12% 0.8%
vz 06% 04% 14% 21% 2.7% 3% 84% 50 148%  21% H59%% 3% 1 8% 03%
BLS 0t% 0 8% 1 4% 18% 18% 21% 2 9% 372% 16% 16% -32% 2% 0 7% 06%
Q Q1% 08% 14% 3 5% -3 8% 4 8% H4% . 51% 19%  -34%% 51% A 1% -39%, BRUA
Total 03%  OT%  16%  25%  -30%  35% 5% . 56% 13%  25%  56%  36% 16%  -0.8%
Total UNEP
SBC 1373 1760 2159 2403 2.761% 3453 4453 5653 1012 2403 5853 9067 10798 11857
vz 1 h45 2041 718 72.185 2.259% ?2.3%% 2.59% 3.099 1687 2195 3099 4 899 6.799 7.299
BLS nd 385 405 601 840 1118 1418 1818 224 AQt 1848 KRAL:] 4218 41818
Q 41 451 459 453 49 512 47 qR2 A 453 982 11374 1052 1467
Total 3752 4689 5261 5652 6351 7452 0017 11452 2923 5652 11152 18146 22367 2513
Net UNE-P Agds
SBC J61 87 3499 244 358 Bl T e na 1391 3250 3414 173 1.055
vz © a5 & 1o 23 na 508 904 1800 1400 1600
BLS 9 82 10 % 239 |8 300 na 37 1217 1500 900 600
a T 8 & 3 | 3 na na 123 280 190 118
Total 39 Sz 69 Pt 1ses 2 na 2276 5500 6994 4221 2770
UNE-P Penetration
SBC 22% 29% 36% 4 0% 4 7% 59% 76% 100% 1 7% 40% 100% EI% 0% 277
vz 26%  34%  35%  36%  37% 39%  45%  54% 2%  36%  54%  B9% iF% 135%
BLS 12%  15%  20%  24%  33%  44%  57%  74% 09%  24%  74% 13B% 7R%  203%
Q 4%  25%  26%  26%  28% 30% 33% 35% na _ 26% _35%  55%  10% A%
Total 22%  28%  32%  34%  39%  46%  S57%  12% FT o 34%  1.2% 12.2%  152% 17.3°/.|

o0 UBS Warbure
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UNE-P Economics: What's the Call?

+ Downgrading the Bells (BLS, SBC and VZ)
- Expect the group to perform inline with the market over the next 12 months
— Dividend yields should provide a backstop on valuations
¢ Economics of UNE-P worse than expected for the Bells
— Will put additional pressure on Bell margins and earnings
— SBC and BellSouth are the most exposed
¢ Line Losses Will Likely Accelerate in 2H02
— AT&T and MCi
— No near-term regulatory relief expected
¢ Long Distance is Only a Partial Offset

— Local revenue is much higher margin than long distance

— To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers
for every UNE-P line added

¢ 2003 EPS Estimates are Too High

C%% — We n}ow expect 2003 EPS to decline 1.8%; the Street still forecasts growth
UBS Warburn
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United Stateg 21 August 2002
Telecom Services

UNe-P: the Un-Profit

Regulation pressuring RBOC profits

Industry update I

e I EE—

RBOCs' core profit center is under severe attack from competitive
forces. Regulators have reduced UNE pricing such that CLECs are using
UNE lines to penetrate the residential and smali business markets. In
our view, until UNE pricing becomes more rational, the RBOCs will
suffer steeper profitabiiity squeezes from CLECs using UNE lines.

CLEC penetration rising: By the end of 2001, according to the FCC,
CLECs accounted for 10.2% of the naton's 192m switched lines. up
from 7.7% 12 montns earlier, a 32% increase i market share. Cable
telephony lines are increasing at a slightly faster rate than overall CLEC
lines. By the end of 2001, according to the FCC. cabie telephone lines
constituted 11% of CLEC lines (2.2m lines). and 1% of all switched lines.

Lost ILEC profits: ILECs lost 1.5m Imes in the last six months of 2001
in the form of UNEs (unbundied network elements) to CLECs, which we
estimate comes 1o $1bn in lost annualized sales. most of which is pure
proft. in a sx-month span. then, after taxes. ILEC bottom lines lost
about $325m in net mcome, and S4.2bn in market capitalization,
assuming a 13x P/E multiple. The Bells control about 84% of tne nation s
incumbent access hnes, so the RBOCs prnmarity through UNE. lost
S4bn in market capitalization in the last hall of 2001 The Bells currently
have a S220pn eaquity market cap. meaning that CLECs concewvably
destroyed 2% of Bell equity value in the H2 2001

Some CLEC overbuilding: In 42 01. CLBEs gained 2.4m lines. which
we beheve was created exclusively at the expense of the ILECs. or
19000 iines per business day. Some of these lines are lost 10 cable
telephony or where CLECs build their own connections directly to
cusinesses. In such cases, the CLEC has overbuill, or completely
severed the connection between the ILEC and the customer, removing
the ILEC from 100% of their former revenue stream

Ratings: We maintain cur Hold ratings on BeliSouth Corp., Qwest
Communications, SBC Communications and Venzon Communications.
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Investment summary and
conclusion

The concern isnt the CLECS: with a weak capital market, and the techno bubble-burst,
the money CLECs need to buitd out a local network IS NOT avaiiable in the public or
bank markets. (ronically. the impact of CLEC competition has never been more
NEGATIVE for RBOCs (we interchange the terms RBOCs and ILECs). Why? Because
the regulators are forcing unprofitable resale prcing upon the jocal industry through
Unbundled Network Elements, or UNEs. What are UNEs?

UNEs are network 'elements’ — swiltching, copper lines, gata base hookups. fiber
trunks intc office buildings, etc., that the RBOC is forced to iease to the CLEC. When a
CLEC uses UNEs INSTEAD of building out its own copper loops, switches, etc., it
avoids major capnal expense, and ‘rides’ the RBQOCs' investments made over
decades. When capital flowed freely 1o CLECs in the 19905, CLECs took that money
and decided to build their own networks. At the time that seemed to be a rational
decision: money would be avaiiable from Wall Street ‘forever’, and an owned network
would be more profitable than a ieased one - eventually. Unfortunately for those
CLECs that overpuilt over wide geographic territories, i.e., the “XOs" of the world that
decided there was a business case for a 'national — local’ infrastructure that served (in
retrospect) way 100 many cities, thereby never achieving density — the key o local
profitability - the capital markets dried up. Lett, were the liauid competitors to the Bells,
ATAT and MG {until now), who, cver the last two years, have taken up UNE, or
leasing. rather than constructing a second local network, as the means to compete.
WHY?

ATRT and MCI are very concerned apout losing long distance customers 10 the
RBOCs. So even it UNE i1sn't as profitable as owning your own network. by being able
10 offer local service promptly (which UNE enables) and at a decent profit (which UNE
enables). the long distance carners can combal long distance cusliomer defection,
making THEIR foray into leasing local services more prohtable by avoiding lost long
distance revemﬁes. than an "XQ" could have.

P Hence, the recent rapid entry into long distance by the RBOCs has been
accompanied by a rapid expansion of the use of UNEs by CLECs, principally
AT&T and MCL

P States rule over the Feds on local telephony. States have been widening the
UNE discount - to ihe detriment of the RBOCs - as a quid pro guo to RBOC
leng distance entry. Local proft margins are much fatter (45%) than long
distance margins (25%). 5o the current trade-off is a loser for the RBOCs.

2 £\ Dresdrer Kienwort Wasserstein
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. Vadh ome o il 1 0
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P The discount has caused much rmore rapid CLEC UNE use This was seen
most recently i California. where the CA PUC has recentiy ruled that 88C can
provide iong distance (SBC still must apply at the FCC). In the case of CA.
AT&T got lower UNE rates BEFORE SBC was abie to get into long distance.

causing a timing-engendered Ioss as well.

Which regulators? Well. first the FCC. which tock the 1996 Act that did not specify
particular UNEs or what prce they should be made available at. The last FCC made a
long st of UNEs and set severe discount ‘frameworks’ to those UNEs. Then the siates
got into the act by sefting the actual UNE rate, ie.. the discount from retail rates
offered to an RBQC's custemers. These discounts can be as high as 65%' At the
rmargin, such revenue loss, accompanied by continued network costs, results in almost
one-for-one profit loss — thus, the UNE is highly profit-destructive.

The only saving grace 1s that MCI has senous financial ditficulties, and couid be forced
to abandon its UNE expansion program — to the Belis’ benetit. In addition, AT&T, which
is in much better financial shape, and can, we estimate, survive on its own tor years,
could be bought out by a Bell if the current telecom meltdown continues. In other
words. the regulators — the FCC and DOJ - may allow the oligopohization of the
telecom industry. where there are three to four verically and herizontally integrated
providers. That is three to four oid Ma Bells.

P Forinvestors, we pelieve that the Bells are trading near historically low multiples of
EBITDA, which 1s the most impertant barometer of value. in our view. However,
UNE is. at the margin. so value destructive. that we would be HOLDERs, it and
until the regulators become more realistic. And if they don't, shareholders might be
rewarded by a severe downsizing of MCI and/or absorption of AT&T by a Bell.
Conclusion: Hold

bt
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45  of CLEC lings served
resigential ang small business
markets

“The cream skim” — business,
population density and
demographics

The current competitive pohcies favor rich residential customers, large businesses and

staies with greater population density.

Accerding to the FCC. 55% ot CLEC lines served medium and large businesses and
government customers. In contrast. Just 23% of ILEC lnes served such customers.
Conversely, 45% of CLEC lines served residential and small business markets,
while over 75% of Bel! lines served lower profit residential and small business
lines. Businesses and government offices are more densely packed. and spend more
per access hne thar res:dents

Thus. the ILECs are lett hoiding the 'bag’ - serving more of the costly (read:
geographically dispersed) and lcwer paying line base. We view the ‘cream skim’ as
one of the mast compelling arguments that local competition regulation is destructive

and illogical.

Year-end 2001E CLEC line composition

Figure 1: CLEC access lines. 1999-2001 ) L
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Cable telephony penetration 15
ircreasing even faster than
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overall CLEC penetration
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Overbuild: 33%, but in key sectors much lower

Of the 33%: overbuild percentage. we estmate that under 5% of resigentiai unes are
overbuilt ines. We believe this 18 2 1eiing statstic and perhaps the meost important in
this reporl. In the US at year-end 2007, there were 734m resicenual and smafl
business access limes. The majority of overbuilt lines are business lnes. with a
concentration on medium and iarge sized busimesses. Our view 1s that the current
rules forcing RBOCs to resell local lines to CLECs at very deep discounts are off
course. The goal of the 1996 Act was to create the environment for local
competition, not create local competition. Although seemingly subtie. this 1s a huge
distinction. The idea 1 that to produce new. exciting senvices and proing programs
reguires a competitor 10 provide new. exciting senvices. How can that occur if the
CLEC is reselling the RBOCs’ service? With only a 33% overbuilding rate. the desired
outcome of the Act 1s unaccomplished The idea was to give the CLECs a means to
build customer scale upen which they could then justity building their own network,
since this 18 an industry of scale. In pont of fact, the growth in UNE lines is
accelerating. despite the fact that the base of CLEC cuslomers is also expanding. With
UNE, the CLECSs are merely behaving as rational decision makers. It it's cheaper and
less risky to resell rather than build, then resell 1s the answer. Unlike the long distance
industry, which 15 less of & natural monopoly since it takes just severalbn dollars and
two 1o three years to build a national network, except for the cream of the business
market and the cream. 1 e.. demographically desirable (read: rich homeowners who
can buy many services; residential market. a new nabona! local network is unlikely 1o
emerge. We won't get into "what ifs.” but under a more raticnal local competitive
framework, overbuilding might have occurred to a greater extent.

Sinking the sunk cosits

Overbuilding erases any revenue contribution from former customers or prospective
customers that would have used a Bell ¥ an overbuilding CLEC wasn't around. [t fully
‘strands’ the fines’ assers The busimess base is easier (0 overbuild because they are
located in office buldings and otherwise packed more densely. S¢ the ‘cream skim’
has been accompaned by the ‘overbuid’ Tnat s, for years, CLECs such as Time
Warner Communicatons. AT&T Business and WorndCom's MFS (although we believe
one of WCOM's downfall was its inability to ieverage the MCI long distance base and
‘backsell’ an MFS local product intc i) have been bulding ther own trunks inte
pusiness locations, either fully bypassing tne ILEC, or perhaps renting minimal network
supsegments sdkh as the last ink into a buloing Now, cabie telephony is copying the
CLECs on the residential side. By piggybacking onto the cabig television network, they
found an economicai way 1o overbulld the less dense residential base, a danger 1o the
Bells that have congerned us for some tme. FCC statistcs show cable telephony
peretration ncreasing even faster than overall CLEC penetration, and AT&T
Broadpand reported in Q2 02 that. for the first time, its cable feiephony operations are
EBITDA-positive, validation that a means to ‘crack’ the natural monopoly in the local
residential market exists It still takes a ot ionger to deploy a cabie telephony line than
a UNE line. Thus, cable telephony is probably impacting residental lines’ margins, but
not taking significant market share yet

5 £ Dresdner Kienwon Wasserstein
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The bottom ling 15 that competition comes 1In twe flavors: reselling tne R30Cs netwaork
or overbuildng. The Belis argue that iow UNE rates which can force an RBOC 1w
resell a iocal ine to a CLEC such as MCI "Neighborhood” tor as much as 7C%: off of
retail, aren’t so bac because they al least provide some revenue acsress a gk fixes
cost structure. Also. since the hne 1s deployed already {sunk cost). anc only mimmal
cash is required to operate that ine, an RBOC would select UNE to overburllaing as the
lesser of two evis. We agree. However, with overbuilding now taking place in the
business ang residental ends of the local marke!, we expect that the value of the
RBOCs plant. i.e., their sunk costs, are falling. and that plant write downs loom.
Again, the overbuilding is concentrating in the large business arenas and will cccur for
plant that serves large businesses, not the residential marke!.

Resale: 22%, down from 43% two years earlier

Resale is uneccnomical for CLECs, so they are dropping resals lines or changing them
to a UNE-P “lines” regime. which are functionally equivalent, but add 20°%.-4C% points
of gross margmnto a CLEC

Figure 2: UNE vs. resold lines, 1999-2001
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UNE: 47% (A% at YE 1999) — erased 2% of bell equity?

The UNE ptatform s growing rapidly in use To the CLEC tne only difterence between
reselling and UNEs 15 the cost. In tact, UNE 1s nothing more than resale with 2-3x the
discount, which comes to a 35%-60% discount. UNE-P has made it possible for AT&T
and MCI to compete in the residential arena Because it 1s toc costly to build out less
dense residential networks. UNE-P resale (and cable telephony cverbullding) are
being used to penetrate the residential and small business market, According to the
FCC. CLECs servea 4.6% of those markets at the end of 200C. and 6.6% of such
markets by year-end 2001. There were 9.5m UNE loops at year-end 2001, up from
8m six months earlier. About 61%, or 5.8m lines, were UNE-P iines that inciuded
switching, and the rest (3.7m) were UNE ioops, where the CLEC just leases the
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copper locp. and proviaes the other network eiements, UNE-Loops cause the largest
revenue loss under the local whoiesale scneme. However, UNE (cop sales should

armeliorate. In our viéw

ILECs lost 1.5m lines in the iast six months of 2001 in the form of UNEs to CLECs.
which we estimate comes to $1bn in lost annuahzed sales, most of which I1s pure profit.
in a six-month span. then. after taxes, ILEC bottom lines iost about $325m in net
incorme, and $4.2bn in market capitalization. assurning & 13x P/E muluple. The Bells
controt about 94% of the natien's incumbent access lines. so the RBOCs, prnimarily
through UNE. lost S4bn in market capitalization in the last half of 2001. The Bells
currently have a $220bn eaquity market cap, meaning that CLECs conceivably
destroyed 2% of Bell equity value in the second half of 2001, assuming our estimates
are reascnable and that the market actually ‘made” this gbservation and factored it into
stock prices. There's nc assurance RBOC stocks didn't decline due to other reasons,
and that the UNE-P issue has yet to be tactored into the stocks.

Case study: AT&T UNEs

AT&T's new senior management states that the UNE-P platform is expected to be as
successiul in penetrating the business market! as it has been in the residential market.
Today. T has same 3.2m local lines, of which 500,000, or 15%. are UNE-P-based.
That percentage will increase. We estimate that the UNE-P platform will be
instrumental in enabling AT&T to reach its goat of §10bn in annual business local
revenues in five years. Note: it takes T about two years for UNE-P, on its own, to
breakeven. excluding the positive impacts of bundling long distance with UNE-P.

From a macroeconomic point of view there are several concerns with the UNE-P
system:

P It's a policy-stimulated transter of wealth {from sharehoiders and employees to
consumers), rather than being left to market forces.

P in the longer-temm, it couid rob consumers of advanced services that reguire the
RBOCs’ pientiful cash flow to fung

P Asset wnie-downs will cause stock-shock and a shock to the telecom ‘supplier
system.

UNE 15 & createn of the prior FCC admimistration. Only network elements such as
switching, local loop costs and other vanous network elements were required under
the 1996 Act 1o be sold at reasonable discounts to the CLEC. The FCC decided that
the ILECs were reguired to “rebundle” these eiements and sell them at much steeper
discounts than plain resate. Plain resale was required by the Act as well. The price was
10 be the retail pnce charged by the Bell less avoidable costs such as seling costs.
That was interpreted to mean a 20°%-25% discount to retail. However. the CLECs
didn't have any margin left cver for a profil. We're not sure. however, that profit was
required by the Acl. At the end of the day. the spirit of the Act was to deliver a
mechanism 1o jumpstart local competition, and we interprat that to mean to develop a
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mechanism to allow COMPENTors 1o buiid up a large enough base of customers — either
through UNE elements or resale to THEN justty building their own network.

Regulators forgot to notice that wireless is local
competition, 100

In its July 2002 Local Telephone Competition repont, the FCC repontea that US
wireless subscribers increased from 79.7m at year-end 1999 tc 122 4m by year-end
2001, or a 23.9% CAGR. With wireless carriers offering big bucket minute pians
including features like Caller 1D and free roaming, wireless phones are replacing
landlines for many consumers. As wireless companies continue to buld out their
networks and improve service guality, wireless displacement will increasingly displace

RBGC landines.

Wireless displacement 15 not only aftecting prnmary access lines, but is having a
devastating effect on RBOC second lnes. Second line growth for the RBOCs is
declining rapidly, primarily as a result of wireless displacement of these second lines.
For example, BLS reported a Q2 02 second line YoY growth decline of 10.6%, while
SBC's second lines declined B.7% YoY in Q2 02 Historically, second lines have
increased as mach as 15%-20% YoY, and just two guarters ago we estimate that
these second line were decliming approximately 5%. If we estimate that the RBOCs
combined for 17m second lines at year-end 2001, and each second line generates $5
per month with a 65% EBITDA margin, then $633m of EBITDA was generated from
RBOC second lines in 2001. This $633m of EBITDA is in danger of being reduced by
10% per year, primarily due to wireless displacement.

End result

$1.4bn decline over iast year
Figure 3: RBOC local wireline

Revenues ($00Ds) a1 01 a2 o1 a3 01 PER 0102 0z 02
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YaY growt 5 0% €% 4 6% 4 4% G 0% -2.9%
G " 3677 5620 3637 3706 3468 3434
YOY growtr "a ra na ra 3 0% 5 1%
Total 26222 2% 825 26 237 26 043 26 337 28225
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Regulators hurting consumers in long run

The combination of very effective lobbying on the pan of smali and large read. AT&T]
CLECs. and a democratic FGC {thought to be fnendly to long distance and CLECs, not
RBOCs) proaded the FLC to create the UNE-Piattorm. or UNE-P. The FCC oeciced
that UNEs showic be priced at a theoretical level, that 1s. what would 1t cost for a brand
new local network tc add an access line. The assumptions incluge state-of-tne-an
networks throughout, and perfect capital and man-hour deployments. in other words,
we Delieve these are imaginary. non-historc; therefore, in our opinion, this 1s an
unreasonable way to regutate an industry. Another related issue is that ot regulation
altogether. in the 1G years of covering thig industry. reguiators have. In our view. taken
an exponentally more mnvolved role 1n the “day-tc-day” decisions about pricing,
mergers, service offerings. inter-carner relationships, etc. than before the 1996 Act. It
wasn't supposed 1o turn out that way Regulators have moved to an active stance to
redesign the industry. from a passive stance where carriers knew the rules and
operated freely within them They knew what their returns would be, and didn't have to
make the very nsky types of investments ABQOCs have made in the past few years to
compensate for the oss of growth in the core business that has destroyed shareholder
value. On top of that the regulators have had the nerve to regulate the newer high-risk
capital return projects such as DSL. Now every carrier move is scrutinized by a state or
FCC heanng. siowing down the communications revolunon of the late 1990s. In the
short run, the consumer wins with these arificially lowered local rates. In the long term,
the consumer wili suffer as ILECs cut their capital budgets by 30%. which will produce
fewer services, more network outages, and crummier customer service. The regulators
don't understand that the iocal industry, unlike the long distance industry, 1s the closest
thing in teiecoms to a “natural” monopoly. Wireless, long distance and undersea
networks cost tess per J5-0 to build. and are constructed in a matter of months or a
year or two, not the many years it takes tc build a local landiine network
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